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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to help you identify the significant business risks that may result
in the material misstatement of your client’s financial statements.
This Alert provides CPAs with an overview of recent economic,
business, regulatory, and professional developments that may af-
fect the audits and other engagements they perform. 
This publication is an Other Auditing Publication as defined in
AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor un-
derstand and apply Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum-
stances of his or her audit. The auditing guidance in this docu-
ment has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropri-
ate. This document has not been approved, disapproved, or other-
wise acted on by a senior technical committee of the AICPA.
Written by
Renee Rampulla, CPA
Senior Manager
Accounting and Auditing Publications
Copyright © 2007 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400 
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1Audit Risk Alert—2006/07
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits.
The knowledge delivered by this Alert assists you in achieving a
more robust understanding of the business and economic envi-
ronment in which your clients operate. This Alert is an important
tool in helping you identify the significant business risks that may
result in the material misstatement of your client’s financial state-
ments. Moreover, this Alert delivers information about emerging
practice issues and current accounting, auditing, and professional
developments.
This Alert is intended to assist auditors of both public and non-
public companies. As such, references to AICPA professional
standards (generally accepted auditing standards [GAAS] and
Public Company Accounting Oversight Board [PCAOB] profes-
sional standards) are included. In citing the professional stan-
dards, references are made to the AICPA Professional Standards
publication and the AICPA’s PCAOB Standards and Related Rules
publication, depending upon the applicable professional stan-
dard. Additionally, when referencing professional standards, this
Alert cites section numbers and not the original Statement num-
ber, as appropriate. For example, Statement on Auditing Stan-
dards (SAS) No. 54, Illegal Acts by Clients, is referred to as AU
section 317 of the AICPA Professional Standards.
For a thorough discussion of recent developments and key issues
in the area of independence and ethics, see the AICPA Audit Risk
Alert Independence and Ethics Alert—2006/07 (product no.
022477kk), and for a thorough discussion of recent Securities
and Exchange Commission (SEC) and PCAOB developments,
see the AICPA Audit Risk Alert SEC and PCAOB Alert—
2006/07 (product no. 022497kk). Both Alerts can be obtained by
ARA_022337_text.qxp  3/20/2007  1:36 PM  Page 1
calling the AICPA at (888) 777-7077 or by going online at
www.cpa2biz.com. 
AICPA Industry Audit Risk Alerts
To help auditors understand the relevant industry, regulatory, and
other external factors, as well as business risks affecting their
clients, the AICPA has developed industry-specific Audit Risk
Alerts that can be used in conjunction with this Alert. The cur-
rent list of AICPA industry Alerts is presented below. To obtain
these Alerts, call the AICPA at (888) 777-7077 or go online at
www.cpa2biz.com.
1. Bank, Credit Union, and Other Depository Lending Institu-
tion Industry Developments—2006/07 (product no.
022297kk)
2. Construction Contractors Industry Developments—2006/07
(product no. 022317kk)
3. Employee Benefit Plans Industry Developments—2006
(product no. 022416kk)
4. Government Auditing Standards and Circular A-133 Au-
dits—2006 (product no. 022456kk) 
5. Health Care Organizations Industry Developments—
2006/07 (product no. 022347kk)
6. High-Technology Industry Developments——2006/07
(product no. 022407kk)
7. Independence and Ethics Alert—2006/07 (product no.
022477kk)
8. Insurance Companies Industry Developments—2006/07
(product no. 022357kk)
9. Investment Companies Industry Developments—2006/07
(product no. 022367kk)
10. Manufacturing Industry Developments—2006/07 (product
no. 022377kk)
2
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311. Not-for-Profit Organizations Industry Developments—2006
(product no. 022426kk)
12. Real Estate Industry Developments— 2006/07 (product no.
022397kk)
13. Securities Industry Developments—2006/07 (product no.
022387kk)
14. State and Local Governmental Developments—2006 (prod-
uct no. 022436kk)
In addition, the AICPA publishes the following Alerts:
1. Compilation and Review—2006/07 (product no.
022307kk)
2. Understanding the New Auditing Standards Related to Risk
Assessment (product no. 022526kk) 
New Pronouncements and Other Guidance
Recent Auditing and Attestation Pronouncements and Related
Guidance
Presented in the following table is a list of auditing, attestation,
and related guidance issued since the publication of last year’s
Alert. For information on auditing and attestation standards,
quality control standards, and related guidance that may have
been issued subsequent to the writing of this Alert, please refer to
the AICPA Web site at www.aicpa.org/members/div/auditstd/
technic.htm and the PCAOB Web site at www.pcaobus.org (pub-
lic company audits only). As a reminder, AICPA auditing and at-
test standards are applicable only to audits and attestation
engagements of nonissuers.
You may also look for announcements of newly issued standards
in the CPA Letter, Journal of Accountancy, and the quarterly
electronic newsletter, In Our Opinion, which is issued by the
AICPA’s Auditing Standards Team and is available at
http://www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Audit+and+Attest+Standards/Opinion/.
ARA_022337_text.qxp  3/20/2007  1:36 PM  Page 3
4SAS No. 102, Defining 
Professional Requirements in
Statements on Auditing Standards
(AICPA, Professional Standards,
vol. 1, AU sec. 120)
Statement on Standards for 
Attestation Engagements (SSAE)
No. 13, Defining Professional 
Requirements in Statements on
Standards for Attestation 
Engagements (AICPA, Professional
Standards, vol. 1, AT sec. 20)
(December 2005)
SAS No. 103, Audit 
Documentation
(AICPA, Professional Standards,
vol. 1, AU sec. 339)
(December 2005)
SASs No. 104 through No. 111,
the risk assessment standards
(March 2006)
SAS No. 112, Communicating
Internal Control Related Matters
Identified in an Audit (AICPA,
Professional Standards, vol. 1, AU
sec. 325)
(May 2006) 
These standards established two categories of
professional requirements that are identified
by specific terms. The words must or is 
required are used to indicate an 
unconditional requirement. The word should
is used to indicate a presumptively 
mandatory requirement. The words may,
might, could, and should consider represent 
actions that auditors have a professional
obligation to consider. The provisions of SAS
No. 102 and SSAE No. 13 were effective
upon issuance. It is the Auditing Standards
Board’s intention to make conforming
changes to AICPA literature over the next
several years to remove any language that
would imply a professional requirement
where none exists.
SAS No. 103 supersedes AU sec. 339, Audit
Documentation, (AICPA Professional 
Standards, vol. 1) and amends AU section
530, Dating of the Independent Auditor’s 
Report (AICPA, Professional Standards, vol.
1). Effective for audits of financial statements
for periods ending on or after December 15,
2006, with earlier application permitted, this
SAS establishes standards and provides 
guidance to an auditor of a nonissuer on
audit documentation.
See “The Risk Assessment Standards” section
in this Alert.
The new standard supersedes AU section
325, Communication of Internal Control 
Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1), as amended. It
establishes requirements and provides exten-
sive guidance about communicating matters
related to an entity’s internal control over 
financial reporting identified while 
performing an audit of financial statements.
SAS No. 112 also requires that certain 
communications be in writing. It is effective
for periods ending on or after December 15,
2006.
Recent Auditing and Attestation Pronouncements and Related Guidance
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5SAS No. 113, Omnibus 
Statement on Auditing 
Standards—2006 (AICPA, 
Professional Standards, vol. 1)
(November 2006) 
SAS No. 114, The Auditor’s
Communication With Those
Charged With Governance
(AICPA, Professional Standards,
vol. 1, AU sec. 380)
(December 2006)
SSAE No. 14, SSAE Hierarchy
(AICPA, Professional Standards,
vol. 1, AT sec. 50)
This SAS amends the following SASs: SAS
No. 95, Generally Accepted Auditing Standards
(AICPA, Professional Standards, vol. 1, AU
sec. 150); SAS No. 99, Consideration of Fraud
in a Financial Statement Audit (AICPA, 
Professional Standards, vol. 1, AU sec. 316);
SAS No. 101, Auditing Fair Value Measure-
ments and Disclosures (AICPA, Professional
Standards, vol. 1, AU sec. 328); SAS No. 59,
The Auditor’s Consideration of an Entity’s 
Ability to Continue as a Going Concern
(AICPA, Professional Standards, vol. 1, AU
sec. 341); SAS No. 57, Auditing Accounting
Estimates (AICPA, Professional Standards, vol.
1, AU sec. 342); SAS No. 1, Codification of
Auditing Standards and Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 560,
“Subsequent Events”); and SAS No. 85,
Management Representations (AICPA, 
Professional Standards, vol. 1, AU sec. 333).
The amendments in paragraphs 1 through 5
of this SAS are effective for audits of financial
statements for periods beginning on or after
December 15, 2006. Earlier application is
permitted. The amendments in paragraphs 7
through 14 of this SAS are effective for au-
dits of financial statements for periods end-
ing on or after December 15, 2006. Earlier
application is permitted.
The new standard supersedes SAS No. 61,
Communication With Audit Committees
(AICPA, Professional Standards, vol. 1, AU
sec. 380A), as amended. It establishes and
provides guidance on the auditor’s 
communication with those charged with 
governance in relation to an audit of 
financial statements. Although this 
Statement applies regardless of an entity’s
governance structure or size, particular 
considerations apply where all of those
charged with governance are involved in
managing an entity. It is effective for periods
beginning on or after December 15, 2006.
This SSAE identifies the body of attestation
literature, clarifies the authority of attestation
publications issued by the AICPA and others,
Recent Auditing and Attestation Pronouncements and Related Guidance
(continued)
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6(November 2006) 
AICPA Technical Practice Aid
sections 8100.01–8100.02
(Nonauthoritative)
PCAOB Auditing Standard No.
4, Reporting on Whether a 
Previously Reported Material
Weakness Continues to Exists
(February 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
PCAOB Conforming 
Amendment to AT 101.04(f ),
Attest Engagements, Conforming
Amendment to PCAOB Related
Auditing and Professional Practice
Standards Resulting from the
Adoption of the Auditing Standard
No. 4
(February 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
PCAOB Report on the Initial
Implementation of Auditing
Standard No. 2, An Audit of 
Internal Control Over Financial
Reporting Performed in Conjunc-
tion With an Audit of Financial
Statements (AICPA, PCAOB
Standards and Related Rules, AU
section 320)
(November 2005)
specifies the extent of familiarity a 
practitioner needs to have with various kinds
of attestation publications when conducting
an attest engagement, and amends the 11 
attestation standards to reflect the 
terminology used in SSAE No. 13.
The title of section 8100.01 is “Determining
the Effective Date of a New Statement on
Auditing Standards for Audits of a Single 
Financial Statement,” and the title of section
8100.02 is “Determining the Effective Date
of a New Statement on Auditing Standards
for Audits of Interim Periods.”
This standard applies if auditors report on
the elimination of a material weakness in a
company’s internal control over financial 
reporting. The standard establishes a 
voluntary engagement that would be 
performed at the election of the company.
The conforming amendment states that 
Auditing Standard No. 4 must be used for 
reporting on whether a material weakness
continues to exist for any purpose other than
a company’s internal use.
This report reaffirms and amplifies previous
guidance issued by the PCAOB in May
2005. The report focuses on reasons the
PCAOB found audits performed were not 
always as efficient and effective as Auditing
Standard No. 2 intended. The report also 
explains certain aspects of Auditing Standard
No. 2, such as the terms more than remote
and strong indicators.
Recent Auditing and Attestation Pronouncements and Related Guidance
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7(Applicable to audits conducted
in accordance with PCAOB
standards only)
PCAOB Overview of Auditing
Standard No. 4, Reporting on
Whether a Previously Reported
Material Weakness Continues to
Exist 
(April 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
PCAOB Staff Questions and 
Answers, Adjustments to Prior-
Period Financial Statements 
Audited by a Predecessor Auditor
(June 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
PCAOB Staff Audit Practice
Alert No. 1, Matters Relating to
Timing and Accounting for 
Options Grants
(July 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
PCAOB Staff Questions and 
Answers, Auditing the Fair Value
of Share Options Granted to 
Employees
(October 2006)
(Applicable to audits conducted
in accordance with PCAOB
standards only)
This overview provides additional informa-
tion on the provisions of Auditing Standard
No. 4.
The guidance explains that if prior-period 
financial statements that require adjustments
were audited by a predecessor auditor, either
the sucessor auditor or the predecessor 
auditor may audit the adjustments so long as
the auditor is independent and registered
with the PCAOB. The guidance continues to
address questions regarding when the 
predecessor auditor audits the prior-period 
financial statement adjustments, when the
sucessor auditor audits the prior-period 
financial statement adjustments, and when
the sucessor auditor has not yet completed an
audit of the current-period financial 
statements.
This issuance was prompted by recent reports
and disclosures about issuer practices related
to the granting of stock options, including
the backdating of such grants. The guidance
identifies existing standards that could bear
on auditors’ work and applies them to the 
issues that have been raised regarding 
companies’ stock option granting practices,
but it does not establish new requirements.
The guidance provides direction for auditing
a company’s estimation of the fair value of
stock options granted to employees pursuant
to Financial Accounting Standards Board
Statement No. 123 (revised 2004), Share-
Based Payment, which became applicable for
financial statements of companies with fiscal
years ending on or after June 15, 2006.
Recent Auditing and Attestation Pronouncements and Related Guidance
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Recent Accounting Pronouncements and Related Guidance
Presented in the following table is a list of accounting pronounce-
ments and other guidance issued since the publication of last
year’s Alert. For information on accounting standards issued sub-
sequent to the writing of this Alert, please refer to the AICPA
Web site at www.aicpa.org and the Financial Accounting Stan-
dards Board (FASB) Web site at www.fasb.org. You may also look
for announcements of newly issued standards in the CPA Letter
and Journal of Accountancy.
8
FASB Statement No. 155
FASB Statement No. 156
FASB Statement No. 157
FASB Statement No. 158
FASB Interpretation No. 48
FASB Emerging Issues Task
Force (EITF) Issues
FASB Staff Positions (FSPs)
AICPA Technical Practice Aid
(TPA) sections
2130.09–2130.35
(December 2005)
(Nonauthoritative)
AICPA TPA sections
5600.07–5600.17
(November 2005)
(Nonauthoritative)
AICPA TPA sections
6910.16–6910.20
Accounting for Certain Hybrid Financial 
Instruments—an amendment of FASB 
Statements No. 133 and 140
Accounting for Servicing of Financial Assets—
an amendment of FASB Statement No. 140
Fair Value Measurements
Employers’ Accounting for Defined Benefit 
Pension and Other Postretirement Plans—an
amendment of FASB Statements No. 87, 88,
106, and 132(R)
Accounting for Uncertainty in Income Taxes—
an interpretation of FASB Statement No. 109
Go to www.fasb.org/eitf/ for a complete list
of EITF Issues.
Go to www.fasb.org/fasb_staff_positions/ for
a complete list of FSPs. Some of the recently
issued FSPs address issues relating to FASB
Statements No. 143 and No. 150, among
others, and FASB Interpretation 46(R).
This TPA discusses various topics on the 
application of SOP 03-3, Accounting for 
Certain Loans or Debt Securities Acquired in a
Transfer, to debt securities.
This TPA discusses various lease topics.
This TPA discusses nonregistered investment
partnerships topics.
Recent Accounting Pronouncements and Related Guidance
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9Recent Independence and Ethics Pronouncements
The AICPA Independence and Ethics Alert—2006/07 (product
no. 022477) contains a complete update on new independence
and ethics pronouncements. This Alert can be obtained by calling
the AICPA at (888) 777-7077 or going online at www.cpa2biz.
com. Readers should obtain that Alert to be aware of indepen-
dence and ethics matters that will affect their practice. 
Understanding the Entity and Its Environment and
Assessing Risks
An auditor should obtain an understanding of relevant industry,
regulatory, and other external factors that may affect his or her
client. These factors include:
• Industry conditions
• The regulatory environment encompassing, among other
matters, relevant accounting pronouncements
• The legal and political environment
• Other external factors, such as general economic condi-
tions
The industry in which the entity operates may be subject to spe-
cific risks of material misstatement arising from the nature of the
business, the degree of regulation, or other external forces (for ex-
ample, political, economic, social, technical, and competitive).
The auditor should understand the entity’s objectives and strate-
gies and the related business risks that may result in material mis-
statement of the financial statements. Business risks result from
significant conditions, events, circumstances, actions, or inac-
tions that could adversely affect the entity’s ability to achieve its
objectives and execute its strategies or through the setting of in-
(January 2006)
(Nonauthoritative)
Recent Accounting Pronouncements and Related Guidance
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appropriate objectives and strategies. An understanding of busi-
ness risks increases the likelihood of identifying risks of material
misstatement. However, the auditor does not have a responsibil-
ity to identify or assess all business risks. Most business risks will
eventually have financial consequences and, therefore, an effect
on the financial statements. However, not all business risks give
rise to risks of material misstatement.
After gaining an understanding of the entity and its environment,
the auditor needs to make risk assessments at the financial state-
ment and relevant assertion levels based on that understanding.
Presented in this Alert are current business, economic, regulatory,
accounting, and auditing matters that may affect your clients.
Reading about these matters and properly addressing them will
help you gain a better understanding of your client’s environ-
ment, will help you better assess risks of material misstatement of
the financial statements, and will ultimately strengthen the in-
tegrity of your audits.
Certain Business and Economic Developments
Declining Housing Market and the Possibility of Rising Interest
Rates
Housing starts, a key indicator of economic performance, have
been dropping. Median sale prices of existing homes have been
dropping also. In addition, there is a high inventory of unsold
homes. The issuing of construction permits have dropped to its
lowest level since 1997, indicating a continued cooling of the
housing market ahead. The consensus forecast for 2007 U.S.
housing starts is 1.775 million units, down from an estimated
1.902 million units this year. Forecasters expect continued de-
clines in 2008. Interest rate levels will significantly affect the fu-
ture of the housing market. Buyers’ confidence and fear of falling
prices will also be big factors affecting the market’s future. The
cooling of the housing market will affect many businesses and
may need to be considered in audit planning.
10
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If the economic and business environment weakens, risks to busi-
nesses and auditors multiply. Those risks include:
• Risk of fraudulent financial reporting and improper ac-
counting estimates
• Impairment and recoverability risks
• Viability and liquidity risks
• High debt levels and collectibility of receivables
• Inventory obsolescence
Auditors should have a solid understanding of the AICPA’s profes-
sional standards, including AU section 316, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards, vol.
1); AU section 342, Auditing Accounting Estimates (AICPA, Profes-
sional Standards, vol. 1); AU section 329, Analytical Procedures
(AICPA, Professional Standards, vol. 1); and AU section 341, The
Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1). 
Auditors of public companies should remember that Item 303 of
Regulation S-K requires SEC registrants to disclose in Manage-
ment’s Discussion and Analysis changes in accounting estimates
that (1) have a material effect on the financial condition or results
of operations of the company or trends in earnings or (2) would
cause reported financial information not to be necessarily indica-
tive of future operating results or of future financial condition.
Possible Interest Rate Increases
Predicting future interest rate levels is difficult. The Federal Re-
serve is still concerned about inflation, which makes future inter-
est rate increases possible. Some possible auditor considerations
include:
• Significant changes in, and the volatility of, general inter-
est rates increase the inherent risk for the valuation of in-
vestments and derivatives whose value is significantly
affected by interest rates.
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• Auditors may need to determine that the recorded value of
an investment or derivative utilizes reasonable interest rates
in those cases in which interest rates affect the valuation of
the investment or derivative.
Pension Protection Act
On August 17, 2006, the Pension Protection Act was signed into
law. In addition to expanding and improving defined contribu-
tion plans such as IRAs and 401(k) plans, the purpose of the Act
is to strengthen the federal pension insurance program. The pro-
visions of the Act are effective for fiscal years beginning after De-
cember 31, 2007.
The major provisions of this legislation that may affect compa-
nies with pension plans are:
• Increased premiums and contributions required for under-
funded plans and companies that terminate their plans
• Requirements for accurate measurement and reporting of
benefit obligation liabilities
• A prohibition on promising additional benefits to employ-
ees until they are funded
• Closure of loopholes that permitted companies to defer
contributions to underfunded plans
For technical explanations of the provisions of the Pension Pro-
tection Act, see www.house.gov/jct/x-38-06.pdf.
Stock Option Backdating
News surrounding a number of companies participating in stock
option backdating has recently surfaced, and some companies
have announced restatements of previously issued financial state-
ments. As a result, this may lead to legal and other contingencies
requiring the recognition of an additional expense or disclosure
in the financial statements. Auditors should be alert to possible
risks associated with their client’s option grants and consider the
following:
12
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• Understanding the status and results of any investigations
relating to the timing of options grants
• Making direct inquiries of members of management and
the board of directors who should have knowledge of mat-
ters related to the granting and accounting for stock op-
tions
• Obtaining client’s public information related to the timing
of options grants 
• Understanding the terms and conditions of plans or poli-
cies under which options are granted (in particular, terms
that allow exercise prices that are not equal to the market
price on the date of grant or that delegate authority for op-
tion grants to management)
• Recognizing patterns of transactions or conditions that
may indicate higher levels of inherent risk in the period
under audit. Such patterns or conditions may include:
— Very high levels of option grants in relation to shares
outstanding
— Situations in which option-based compensation is a
large component of executive compensation
— Highly variable grant dates
— Patterns of significant increases in stock prices following
the issuance of option grants
— High levels of stock-price volatility 
Certain Auditing Issues and Developments
Defining Professional Requirements
In December of 2005, the Auditing Standards Board (ASB) is-
sued SAS No. 102, Defining Professional Requirements in State-
ments on Auditing Standards (AICPA, Professional Standards, vol.
1, AU sec. 120), and Statement on Standards for Attestation En-
gagements (SSAE) No. 13, Defining Professional Requirements in
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Statements on Standards for Attestation Engagements (AICPA, Pro-
fessional Standards, vol. 1, AT sec. 20). These provisions were ef-
fective upon issuance, and these standards established categories
of professional requirements that are identified by specific termi-
nology. The definition of these terms describes the degree of your
responsibility when complying with professional standards. In
addition, these terms are substantially similar to those defined by
the PCAOB Interim Professional Auditing Standards Rule 3101,
Certain Terms Used in Auditing and Related Professional Practice
Standards (AICPA, PCAOB Standards and Related Rules). These
sharply defined terms will result in the clarification of standards,
so consider paying significant attention to them. 
When the terms must or is required are used in a standard, they in-
dicate that you have an unconditional requirement to comply, in
all cases, with that standard. If the term should is used in a stan-
dard, a presumptively mandatory requirement has been indicated.
That is, you are expected to comply. In rare circumstances, you
may depart from the requirement providing you document the
justification on how you were able to sufficiently achieve the ob-
jectives of the requirement by performing alternative procedures. 
These standards also apply to explanatory material contained in
the text of authoritative standards providing explanations and
guidance on the professional requirements or identifying and de-
scribing other procedures or actions. Lastly, the terms may, might,
and could are used in explanatory material and are there to assist
you in your consideration when exercising professional judgment
in performing your engagement. 
Private Company Audit Documentation
Over the course of the last four years, certain business failures and
frauds have highlighted the need for auditors to focus more dili-
gently on audit documentation and working paper retention. In
response to this need, the ASB strengthened audit documenta-
tion requirements by issuing SAS No. 103, Audit Documentation
(AICPA, Professional Standards, vol. 1, AU sec. 339), in Decem-
ber of 2005. SAS No.103 superseded SAS No. 96, Audit Docu-
mentation, (AICPA Professional Standards, vol. 1, AU sec. 339),
14
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and amended SAS 1, Codification of Auditing Standards and Pro-
cedures, (AICPA Professional Standards, vol. 1, AU sec. 530),
“Dating of the Independent Auditor’s Report.” As a result, SAS
No. 103 clarified, modified, and enhanced guidance for auditors
to follow when documenting their work during the audits of pri-
vate companies. The Statement is effective for audits of private
company financial statements for periods ending on or after De-
cember 15, 2006, with earlier application permitted. While it is
strongly recommended that auditors read the full text of the stan-
dard, a summary of some important revisions brought forth by
the issuance of SAS No. 103 follows, along with suggestions to
consider when implementing the guidance.
Audit documentation is required to be sufficient so that an expe-
rienced auditor1 who is not previously involved in the audit would
understand the nature, timing, extent, and results of the auditing
procedures performed along with the evidence obtained and con-
clusions reached on significant matters. Keep in mind that if an
objective reviewer of the documentation has to ask basic ques-
tions about the audit, the documentation probably does not con-
tain the required content.
Oral explanations alone cannot be used to support an auditor’s
work or conclusions but may still be used to clarify or explain the
information included in the documentation. Therefore, if verbal
justification is needed to support your work, it may suggest that
your working papers lack sufficient documentation and do not
contain all the information and linkages necessary to ensure that
the required procedures were performed and that the proper evi-
dence was obtained.
When audit evidence contradicts or is inconsistent with your
audit conclusions regarding significant issues or findings, SAS
No. 103 provides guidance. The auditor should document and
explain the contradictions that were addressed and how conclu-
sions were formed. In addition, SAS No. 103 specifically ad-
1. Statement on Auditing Standards (SAS) No. 103, Audit Documentation (AICPA,
Professional Standards, vol. 1, AU sec. 339), defines an experienced auditor as one
who possesses competencies and skills that would have enabled him or her to per-
form the audit. 
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dresses how you would document the oral discussions you had
with your client’s management or individuals overseeing the fi-
nancial reporting process.
Historically, the date of the auditor’s report has been the last day
an auditor completed his or her fieldwork. Under SAS No. 103
guidance, it is critical to note that you should not date your report
earlier than the date you obtained sufficient appropriate audit ev-
idence to support your opinion. Therefore, your audit documen-
tation should have been reviewed, the financial statements should
have been prepared (including disclosures), and management
should have asserted its responsibility for those statements. At
times, your report date may still correspond to your last day of
fieldwork, but this synchronization may not always occur. If your
report is dated subsequent to your fieldwork, the time period
subject to subsequent events work will increase. This requirement
will ordinarily result in a closer timing between the date of your
report and the date you grant your client permission to use your
report (report release date) in connection with the financial state-
ments. 
Within 60 days following the report release date (also known as
the documentation completion date), an auditor should com-
plete the assembling of the audit file or files. Subsequent docu-
ment deletions are prohibited, and subsequent additions are
subject to the guidance in AU section 390, Consideration of Omit-
ted Procedures After the Report Date (AICPA, Professional Stan-
dards, vol. 1); and AU section 561, Subsequent Discovery of Facts
Existing at the Date of the Auditor’s Report (AICPA, Professional
Standards, vol. 1), as amended. Here are some suggestions to con-
sider to assist in meeting this requirement:
• Getting it right the first time will reduce the efforts needed
to assemble the final audit file or files later, so try to clearly
document the audit.
• While your audit is in progress and documentation is up-
dated, discard superseded memos and files instead of wait-
ing until the end.
16
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• Try to complete the audit on a timely basis so you may bet-
ter manage your responsibility for subsequent events pro-
cedures.
• Make sure that you and or your staff have adequately
scheduled your review time to meet the 60-day deadline.
• Be aware of any applicable state laws or other documenta-
tion requirements that may apply because some jurisdic-
tions have accelerated final documentation deadlines.
Audit documentation retention should not be shorter than five
years from the report release date, but statues, regulations, or your
firm’s quality control policies may specify a longer retention pe-
riod. Some suggestions to consider when addressing document
retention are:
• Engaging an objective third party to make specific recom-
mendations to your policies and current documentation
approach
• Determining if your audit files are safe and retrievable
• Assessing the functionality of current software programs in
future environments because you may need to retain old
hardware or purchase new software
• Being aware of state or regulator retention-requirement pe-
riods that are longer than five years and adjusting your
policies and documentation approach accordingly
One final point to consider when implementing the guidance
under SAS No. 103 is the use of the terms must, should, and may.
Keep in mind your professional responsibilities as they relate to
these terms, as described in SAS No. 102.
The Risk Assessment Standards
In March 2006, the AICPA’s ASB issued eight SASs. SASs No.
104 through No. 111 were issued together and are known as the
risk assessment standards, applying to audits conducted in accor-
dance with GAAS. While the new risk assessment standards in-
clude many of the underlying concepts and detailed performance
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requirements contained in existing standards, they do create sig-
nificant new requirements for the auditor. The SASs’ primary ob-
jective is to provide extensive guidance on how to apply the audit
risk model when planning and performing financial statement
audits, focusing on (1) identifying and assessing the risk of mate-
rial misstatements, (2) further designing and performing tailored
audit procedures in response to the assessed risks at relevant asser-
tion levels, and (3) improving the links among the risks, controls,
audit procedures, and conclusions. They are effective for audits of
financial statements for periods beginning on or after December
15, 2006, with earlier application permitted. A table listing the
eight SASs and their effects on existing standards follows. 
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SAS No. 104, Amendment to State-
ment on Auditing Standards No. 1,
Codification of Auditing Standards
and Procedures (“Due Professional
Care in the Performance of Work”)
SAS No. 105, Amendment to 
Statement on Auditing Standards No.
95, Generally Accepted Auditing
Standards
SAS No. 106, Audit Evidence
SAS No. 107, Audit Risk and 
Materiality in Conducting an Audit
SAS No. 108, Planning and 
Supervision
SAS No. 109, Understanding the 
Entity and Its Environment and 
Assessing the Risks of Material 
Misstatement
This Statement amends “Due 
Professional Care in the Performance of
Work” of SAS No. 1, Codification of 
Auditing Standards and Procedures (AU
section 230).
This Statement amends SAS No. 95,
Generally Accepted Auditing Standards
(AU section 150).
This Statement supersedes SAS No. 31,
Evidential Matter (AU section 326).
This Statement supersedes SAS No. 47,
Audit Risk and Materiality in 
Conducting an Audit (AU section 312).
This Statement supersedes 
“Appointment of the Independent 
Auditor,” of SAS No. 1, Codification of
Auditing Standards and Procedures (AU
section 310), and supersedes SAS No.
22, Planning and Supervision (AU 
section 311).
This Statement supersedes SAS No. 55,
Consideration of Internal Control in a 
Financial Statement Audit (AU section
319).
Statement on Auditing Standard Effect on Existing Standards
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Some Highlights of the New Risk Assessment Standards
Whether due to errors or fraud, the new risk assessment standards
require the auditor to understand and respond to risks of material
misstatements. That understanding should identify risks to your
client’s business and the mitigating controls in place. The risk as-
sessment standards place an even greater emphasis on the under-
standing and testing of internal control. Auditors may no longer
simply default to maximum control risk. Although this does not
mean auditors are required to test and rely on controls as part of
their audit strategy, they should assess how all five components of
internal control over financial reporting relate to the client that
they are auditing (see the Committee on Sponsoring Organiza-
tions of the Treadway Commission’s framework at www.coso.
org/key.htm). These standards may significantly affect the for-
mality of your risk assessment and documentation and may vary
greatly from what you have previously done. Implementation of
the SASs will most likely result in significant changes to your
firm’s audit methodologies and the training of your personnel.
Therefore, it is recommended that you allow ample time in ad-
vance of the required implementation date. Readers can obtain
the SASs and the related AICPA Audit Risk Alert titled Under-
standing the New Auditing Standards Related to Risk Assessment
(product no. 022526) at www.cpa2biz.com.
New Companion Audit Guide
In December 2006, the AICPA issued an Audit Guide titled As-
sessing and Responding to Audit Risk In a Financial Statement Audit
(product no. 012456). This Guide helps practitioners understand
SAS No. 110, Performing Audit 
Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence
Obtained
SAS No. 111, Amendment to 
Statement on Auditing Standards No.
39, Audit Sampling
This Statement supersedes “Substantive
Tests Prior to the Balance-Sheet Date,”
of SAS No. 45 (AU section 313), and 
together with SAS No. 109, supersedes
SAS No. 55, Consideration of Internal
Control in a Financial Statement Audit
(AU section 319).
This Statement amends SAS No. 39,
Audit Sampling (AU section 350).
Statement on Auditing Standard Effect on Existing Standards
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and implement the risk assessment standards. It includes practical
guidance, examples, and an in-depth case study. The Guide can
be ordered by calling the AICPA at 888-777-7077 or going on-
line at www.cpa2biz.com.
Communicating Internal Control Related Matters
In May 2006, the AICPA ASB issued SAS No. 112, Communi-
cating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards, vol. 1, AU sec. 325). SAS No.
112 establishes standards and provides guidance on communicat-
ing matters related to an entity’s internal control over financial re-
porting identified in an audit of financial statements. SAS No.
112 supersedes SAS No. 60, Communication of Internal Control
Related Matters Noted in an Audit (AICPA, Professional Standards,
vol. 1, AU sec. 325A), as amended. The new SAS is applicable
whenever an auditor expresses an opinion on financial statements
(including a disclaimer of opinion) and is effective for audits of
financial statements for periods ending on or after December 15,
2006. 
The standard requires that auditors (1) evaluate identified control
deficiencies and determine whether these deficiencies, individu-
ally or in combination, are significant deficiencies or material
weaknesses and (2) communicate, in writing, significant deficien-
cies and material weaknesses to management and those charged
with governance. This communication includes significant defi-
ciencies and material weaknesses identified and communicated to
management and those charged with governance in prior audits
but not yet remediated.
Some general examples of potential control deficiencies that you
might find are:
• Lack of segregation of duties in the cash management
function 
• Management override of controls by owners of privately
held companies or by project managers in the invoice ap-
proval process
20
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• Inadequate monitoring of the financial accounting process
to detect deficiencies in internal control by management
• Lack of client expertise in preparing financial statements 
The AICPA has published the Audit Risk Alert Understanding
SAS No. 112 and Evaluating Control Deficiencies (product no.
022536kk) to assist you in the implementation of this standard.
Auditing Variable Interest Entities
FASB Interpretation No. 46(R), Consolidation of Variable Interest
Entities, continues to present a challenge for accountants to un-
derstand. Last year’s Alert discussed the issuance of five important
FASB Staff Positions (FSPs) that provided additional guidance
for this revised Interpretation. Subsequently, another FSP, FASB
Interpretation No. 46(R)-6, Determining the Variability to Be
Considered in Applying FASB Interpretation No. 46 (R) (April 13,
2006), was issued this year. While referring directly to the au-
thoritative guidance is strongly recommended, the AICPA issued
Technical Practice Aid (TPA) 1400.29, “Consolidated Versus
Combined Financial Statements under FASB Interpretation No.
46(R), Consolidation of Variable Interest Entities” (www.aicpa.
org/download/acctstd/FIN_46_R_TPAs.pdf ), to assist you in
tackling some of this guidance.
Variable Interest Entities Auditing Procedures
Deciding whether a variable interest entity (VIE) needs to be
consolidated is an ongoing process for your client. Determining
that your client has appropriately addressed the provisions in
FASB Interpretation No. 46 (R) is an ongoing process for you.
Some important questions to consider in determining if you
client (the primary beneficiary) must consolidate follow:
• Does the potential VIE have a sufficient equity investment
at risk?
• Can the potential VIE finance its activities without addi-
tional support?
ARA_022337_text.qxp  3/20/2007  1:36 PM  Page 21
• Do the equity investors in the potential VIE lack any of the
three characteristics of a controlling financial interest? 
• Do the equity investors participate in the decision-making
process of the potential VIE?
• Do the equity investors share in the returns and absorb
losses generated by the potential VIE?
• If you previously determined that an entity does not meet
the consolidation criteria, have new facts and circum-
stances occurred that may cause you to reconsider your as-
sessment?
In addition to the above, readers should consider referring to the
AICPA’s Practice Alert 2005-1, Auditing Procedures With Respect
to Variable Interest Entities, for detailed steps and procedures
when auditing VIEs. Excerpts from this document appeared in
last year’s Alert, and a complete copy can be obtained at
www.aicpa.org/download/auditstd/pract_alert/pa_2005_1.pdf.
Because FASB Interpretation No. 46(R) includes related party
arrangements within its scope, you will need to consider the in-
volvement of related parties as defined in FASB Statement No.
57, Related Party Disclosures, along with the guidance in AU sec-
tion 334, Related Parties (AICPA, Professional Standards, vol. 1).
To better assist you, the AICPA developed a nonauthoritative
toolkit that addresses related parties and their transactions. A
copy can be obtained at www.aicpa.org/news/relpty1.htm.
Certain Accounting Issues and Developments
SEC Staff Accounting Bulletin 108
On September 13, 2006, the SEC released Staff Accounting Bul-
letin (SAB) No. 108, Topic 1N, Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current
Year Financial Statements. The issuance provides interpretive
guidance on how the effects of the carryover or reversal of prior
year misstatements should be considered in quantifying a current
year misstatement. 
22
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There have been two common approaches used to quantify such
errors. Under one approach, the error is quantified as the amount
by which the current year income statement is misstated (the
rollover approach). The other common approach quantifies the
error as the cumulative amount by which the current year balance
sheet is misstated (the iron curtain approach). Exclusive reliance
on an income statement approach can result in a registrant accu-
mulating errors on the balance sheet that may not have been ma-
terial to any individual income statement, but which nonetheless
may misstate one or more balance sheet accounts. Similarly, ex-
clusive reliance on a balance sheet approach can result in a regis-
trant disregarding the effects of errors in the current year income
statement that result from the correction of an error existing in
previously issued financial statements.
The staff believes registrants must quantify the impact of correct-
ing all misstatements, including both the carryover and reversing
effects of prior year misstatements, on the current year financial
statements. The SEC staff believes that this can be accomplished
by quantifying errors under both a balance sheet and an income
statement approach and by evaluating errors measured under
each approach. Thus, a registrant’s financial statements would re-
quire adjustment when either approach results in quantifying a
material misstatement after considering all relevant quantitative
and qualitative factors.
If, in correcting an error in the current year, an error is material to
the current year’s income statement, the prior year financial state-
ments should be corrected, even though such a revision previ-
ously was and continues to be immaterial to the prior year
financial statements. Correcting prior year financial statements
for immaterial errors would not require previously filed reports to
be amended. Such correction may be made the next time the reg-
istrant files the prior year financial statements. However, regis-
trants electing not to restate prior periods should follow the
disclosure requirements specified in the SAB. In general, SAB
No. 108 is effective for financial statements for fiscal years ending
after November 15, 2006, with earlier application encouraged in
any report for an interim period of the first fiscal year ending
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after November 15, 2006, and filed after the SAB’s publication
date of September 13, 2006. For additional accounting and tran-
sition information, see the issuance at www.sec.gov/interps/ac-
count/sab108.pdf.
Related FASB Project
The FASB has received inquiries about the application of SAB
No. 108 to the private sector. Public companies must adhere to
the requirements of SAB No. 108. Private companies are not
bound by SAB No. 108. As a result, concern was expressed that
diversity will exist in the private sector relating to the determina-
tion of materiality associated with errors caused by the carryover
or reversal of prior year misstatements. The FASB staff is cur-
rently drafting a proposed FSP that will provide guidance on how
to evaluate and account for the correction of errors identified
from the quantification of misstatements associated with the car-
ryover or reversing effects of prior year misstatements on current
year financial statements. See the FASB Web site at www.fasb.org
for the status of this project.
FASB Statement No. 157
FASB Statement No. 157, Fair Value Measurements, defines fair
value, establishes a framework for measuring fair value in gener-
ally accepted accounting principles (GAAP), and expands disclo-
sures about fair value measurements. This Statement applies
under other accounting pronouncements that require or permit
fair value measurements because the FASB previously concluded
in those accounting pronouncements that fair value is the rele-
vant measurement attribute. Accordingly, this Statement does
not require any new fair value measurements. However, for some
entities, the application of this Statement will change current
practice. 
Note that FASB Statement No. 157 does not tell accountants
how to specifically value assets and liabilities, nor does it tell ac-
countants what judgments to make when developing estimates of
the inputs that go into valuation techniques.
24
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FASB Statement No. 158
FASB Statement No. 158, Employers’ Accounting for Defined Ben-
efit Pension and Other Postretirement Plans, improves financial re-
porting by requiring an employer to recognize the overfunded or
underfunded status of a defined benefit postretirement plan
(other than a multiemployer plan) as an asset or liability in its
statement of financial position and to recognize changes in that
funded status in the year in which the changes occur through
comprehensive income of a business entity or changes in unre-
stricted net assets of a not-for-profit organization. This Statement
also improves financial reporting by requiring an employer to
measure the funded status of a plan as of the date of its year-end
statement of financial position, with limited exceptions.
An entity with publicly traded equity securities shall initially
apply the requirement to recognize the funded status of a benefit
plan (paragraph 4) and the disclosure requirements (paragraph 7)
as of the end of the fiscal year ending after December 15, 2006.
An employer without publicly traded equity securities shall ini-
tially apply the requirement to recognize the funded status of a
benefit plan (paragraphs 4 and 8) and the disclosure requirements
(paragraphs 7 and 10) as of the end of the fiscal year ending after
June 15, 2007.
FASB Interpretation No. 48
FASB Interpretation No. 48, Accounting for Uncertainty in Income
Taxes, clarifies and expands the accounting and financial report-
ing for uncertainties related to income taxes. This interpretation
is applicable to all business enterprises, whether they are a taxable
business or a tax-exempt organization. Tax positions taken by any
entity that may represent potential future obligations to a taxing
authority (for example, IRS or state revenue department) may
have to be recorded under this interpretation. FASB Interpreta-
tion No. 48 also applies to tax-exempt organizations with net op-
erating loss or a net operating loss carryover for unrelated
business income tax purposes, and tax positions taken in allocat-
ing expenses through joint venture and other business relation-
ships with taxable entities.
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The AICPA has issued a practice guide about FASB Interpreta-
tion No. 48. It is available at www.aicpa.org/fin48guide.
On the Horizon 
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may affect their engage-
ments. Presented in the following sections is brief information
about some ongoing projects that may result in significant
changes. Remember that exposure drafts are nonauthoritative
and cannot be used as a basis for changing GAAP or GAAS. 
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo-
sure drafts, including downloading exposure drafts. These Web
sites contain much more in-depth information about proposed
standards and other projects in the pipeline. Many more account-
ing and auditing projects exist in addition to those discussed
here. Readers should refer to information provided by the various
standard-setting bodies for further information.
Help Desk—The AICPA’s standard-setting committees pub-
lish exposure drafts of proposed professional standards exclu-
sively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
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AICPA Auditing Standards Board
(ASB)
AICPA Accounting Standards 
Executive Committee (AcSEC)
Financial Accounting Standards
Board (FASB)
Public Company Accounting 
Oversight Board (PCAOB)
Professional Ethics Executive 
Committee (PEEC)
Securities and Exchange 
Commission (SEC)
www.aicpa.org/members/div/auditstd/
drafts.htm
www.aicpa.org/members/div/acctstd/
edo/index.htm
www.rutgers.edu/Accounting/raw/fasb/
draft/draftpg.html
www.pcaobus.org or www.pcaob.com
www.aicpa.org/members/div/ethics/
index.htm
www.sec.gov
Standard-Setting Body Web Site
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send your e-mail address to service@aicpa.org. Indicate “expo-
sure draft e-mail list” in the subject header field to help process
your submission more efficiently. Include your full name,
mailing address, and, if known, your membership and sub-
scriber number in the message. The AICPA Web site also has
links to the other standard-setting bodies listed above. 
Auditing Pipeline—Nonpublic Companies
Proposed Amendment to SAS No. 69, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting
Principles
The ASB has issued an exposure draft introducing a proposed
SAS titled Amendment to Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities.
This proposed SAS, which applies only to nongovernmental enti-
ties, has been issued in response to the FASB’s proposed State-
ment of Financial Accounting Standards titled The Hierarchy of
Generally Accepted Accounting Principles. The FASB proposal
moves responsibility for the GAAP hierarchy for nongovernmen-
tal entities from the auditing literature (SAS No. 69, The Mean-
ing of Present Fairly in Conformity With Generally Accepted
Accounting Principles [AICPA, Professional Standards, vol. 1, AU
sec. 411]) to the accounting literature. The proposed SAS deletes
the GAAP hierarchy for nongovernmental entities from SAS No.
69. The ASB decided to coordinate the provisions and effective
date of this exposure draft with the FASB proposed Statement,
which can be obtained at www.fasb.org. 
Proposed SSAE Regarding Reporting on an Entity’s Internal
Control Over Financial Reporting
In January 2006, the ASB issued a revised exposure draft of a pro-
posed SSAE that would supersede Chapter 5, “Reporting on an
Entity’s Internal Control Over Financial Reporting,” of SSAE
No. 10, Attestation Engagements: Revision and Recodification
(AICPA, Professional Standards, vol. 1, AT sec. 501), as amended.
This proposed SSAE establishes standards and provides guidance
to the practitioner who is engaged to issue or does issue an exam-
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ination report on the effectiveness of an entity’s internal control
over financial reporting as of a point in time (or on an assertion
thereon). In May 2006, the PCAOB announced plans to amend
certain aspects of PCAOB Auditing Standard No. 2 to improve
its implementation. Because the forthcoming changes to the
PCAOB standard will be relevant to the revision of AT section
501, the ASB has decided to defer the issuance of final revised AT
section 501 until the PCAOB issues its amendments and the ASB
has time to consider them. 
Auditing Pipeline—Public Companies
Guidance issued by the PCAOB is included in the section of this
Alert titled “Recent Auditing and Attestation Pronouncements
and Related Guidance.” For pending projects for both the
PCAOB and the SEC, readers may refer to the SEC and PCAOB
Alert 2006/07 (product no. 022497kk), mentioned previously.
Accounting Pipeline
Following are accounting pronouncements currently in the expo-
sure process. Some of the proposed pronouncements discussed in
the prior year Alert have not been finalized as of the date of this
writing, and thus are included again. 
Proposed FASB Statement Earnings per Share—an amendment of
FASB Statement No. 128
This proposed Statement would amend FASB Statement No.
128, Earnings per Share, to clarify guidance for mandatorily con-
vertible instruments, the treasury stock method, contracts that
may be settled in cash or shares, and contingently issuable shares.
Specifically, the proposed Statement would: 
• Amend the computational guidance for FASB Statement
No. 128 for calculating the number of incremental shares
included in diluted shares when applying the Treasury
Stock method
• Eliminate the provisions of FASB Statement No. 128 that
allow an entity to rebut the presumption that contracts
28
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with the option of settling in either cash or stock will be
settled in shares
• Require that shares that will be issued upon conversion of
a mandatorily convertible security be included in the
weighted-average number of ordinary shares outstanding
used in computing basic earnings per share from the date
when conversion becomes mandatory 
Proposed FASB Statement Accounting for Transfers of Financial
Assets—an amendment of FASB Statement No. 140
The exposure draft Accounting for Transfers of Financial Assets
(Transfers Project) is a revision of a June 2003 exposure draft,
Qualifying Special-Purpose Entities and Isolation of Transferred As-
sets, and would amend FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities. The proposed Statement seeks to: 
• Clearly specify the permitted activities of a qualifying spe-
cial-purpose entity (QSPE) 
• Address practice issues related to which arrangements
should be considered and how they should be considered
in the legal isolation analysis
• Eliminate the prohibition on a QSPE’s ability to hold pas-
sive derivative financial instruments that pertain to benefi-
cial interests held by a transferor
• Revise the methodology used to initially measure at fair
value interests related to transferred financial assets held by
a transferor 
• Clarify guidance related to when rollovers of beneficial in-
terests are permitted within a QSPE
At its July 26, 2006, meeting, the FASB decided to combine the
servicer discretion project (which addressed issues relating to the
waiver of due-on-sale, collateral substitution, and foreclosed asset
activities) into the Transfers Project. The FASB expects to issue a
final Statement, which would amend FASB Statement No. 140,
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in the second quarter of 2007. See the FASB Web site for com-
plete information.
Proposed FASB Statements Business Combinations—a
replacement of FASB Statement No. 141 and Consolidated
Financial Statements, Including Accounting and Reporting of
Noncontrolling Interests in Subsidiaries—a replacement of ARB
No. 51
In these proposed Statements, the FASB plans to revise the exist-
ing guidance on the application of the purchase method. Among
the main proposals are that:
• All acquisitions of businesses be measured at the fair value
of the business acquired
• Substantially all the assets acquired and liabilities assumed
of the acquired business be recognized and measured at
their fair values at the acquisition date
• Entities that follow U.S. GAAP and international stan-
dards apply substantially the same accounting require-
ments for their business combinations
Exposure drafts on business combinations—purchase method
procedures and noncontrolling interests—were issued on June
30, 2005. Auditors should visit the FASB Web site for expected
issuance dates.
Proposed FASB Statement The Hierarchy of Generally Accepted
Accounting Principles
This proposed Statement would identify the sources of account-
ing principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmen-
tal companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently pre-
sented in SAS No. 69. However, the FASB believes that the
GAAP hierarchy should be directed specifically to companies be-
cause it is the company, not the auditor, that is responsible for se-
lecting its accounting principles for financial statements.
Accordingly, the FASB concluded that the GAAP hierarchy
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should reside in the accounting literature established by the
FASB. The FASB decided to carry forward the GAAP hierarchy
as set forth in SAS No. 69, subject to certain modifications. The
FASB staff will coordinate with the AICPA (as previously dis-
cussed in the “Auditing Pipeline—Nonpublic Companies” sec-
tion of this Alert) to ensure that each of the documents has a
uniform effective date. Readers should be alert for the issuance of
a final Statement.
FASB Project on Derivative Disclosures 
FASB Statement No. 133, Accounting for Derivative Instruments
and Hedging Activities, has been criticized by certain analysts, au-
ditors, investors, and others for lacking transparent disclosures,
which would allow a user of the financial statements to assess the
overall risk of derivatives on a reporting entity from both a quan-
titative and qualitative perspective. An exposure draft was issued
on December 8, 2006, titled Disclosures about Derivative Instru-
ments and Hedging Activities—an amendment of FASB Statement
No. 133. The comment deadline is March 2, 2007. The objective
of this project is to provide guidance on enhanced disclosure re-
quirements and balance sheet and income statement display of
derivatives accounted for in accordance with FASB Statement
No. 133. The proposed disclosures will be effective for both in-
terim and annual reporting periods ending after December 15,
2007, with early application encouraged. At initial adoption, dis-
closures for earlier periods presented for comparative purposes
will be encouraged but not required. Disclosures for earlier peri-
ods presented for comparative purposes will be required begin-
ning in the first year after the year of initial adoption. Auditors
can monitor the progress of this project on the FASB’s Web site. 
Proposed FASB Emerging Issues Task Force Issues and FSPs
Proposed FASB Emerging Issues Task Force (EITF) Issues. Numer-
ous open issues are under deliberation by the EITF. Readers
should visit the FASB Web site at www.fasb.org/eitf/agenda.shtml
for complete information.
Proposed FASB Staff Positions. A number of proposed FSPs are
currently in progress. Readers should visit the FASB Web site at
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www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for com-
plete information.
Resource Central
The following are various resources that practitioners may find
beneficial.
Publications
The Audit Guide Analytical Procedures (product no. 012556kk)
gives guidance on the effective use of analytical procedures with
an emphasis on analytical procedures as substantive tests. This
2006 Guide includes SAS No. 56 concepts and definitions, a
questions-and-answers section, an illustrative case study, and a
new appendix that includes useful financial ratios.
In the Audit Guide Auditing Derivative Instruments, Hedging Ac-
tivities, and Investments in Securities (2006) (product no.
012526kk), you will find an overview of derivatives and securities
as well as case studies to help you better understand how to audit
derivative instruments.
The Audit Guide Auditing Revenue in Certain Industries (2006)
(product no. 012516kk) assists auditors in fulfilling their profes-
sional responsibilities with regard to auditing assertions about
revenue. In this edition, you will find:
• Discussions on responsibilities of management, boards of
directors, and audit committees for reliable financial re-
porting
• Summaries on key accounting guidance regarding whether
and when revenue should be recognized in accordance
with GAAP or GAAS updated for SAS No. 99
• Circumstances and transactions that may signal improper
revenue recognition
• Procedures that the auditor may find effective in limiting
audit risk arising from improper revenue recognition
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The Audit Risk Alert Compilation and Review—2006/07 (prod-
uct no. 022307kk) updates CPAs on recent practice issues and
professional standards that affect these types of engagements.
The Audit Risk Alert Independence and Ethics Alert—2006/07
(product no. 022477kk) will inform you of recent developments
in the area of independence and ethics for accountants. Specifi-
cally, this Alert will help you understand your independence re-
quirements under the AICPA Code of Professional Conduct and
certain other rule-making and standard-setting bodies. A com-
pact “plain English” digest of AICPA independence rules is also
included. This Alert includes information on guidance on the
performance of nonattest services to attest clients, SEC indepen-
dence rules, PCAOB independence and ethics activities, and
Government Accountability Office independence rules.
The SEC and PCAOB Alert—2006/07 (product no. 022497kk)
will prove useful for accountants working in public companies,
auditors of public companies, or just the interested accountant
who would like to remain current on issues affecting public com-
panies. This Alert provides preparers and auditors with a detailed
overview of recent developments at the SEC and PCAOB with
respect to financial reporting and auditing matters.
The AICPA Audit and Accounting Manual (2006) (product no.
005136kk) is developed exclusively for small- and medium-size
CPA practices. This unique manual explains and demonstrates
useful techniques and procedures for conducting compilation, re-
view, and audit engagements—from planning, to internal con-
trol, to accountants’ reports.
The Accounting Trends & Techniques, 60th Edition (product no.
009898kk) is the must-have resource for any CPA who fre-
quently creates or uses financial reports. Filled with current re-
porting techniques and methods used by the nation’s top
organizations, this 650-page AICPA bestseller will provide the
guidance you need to improve your accounting preparation and
procedures.
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AICPA reSOURCE: Accounting and Auditing Literature
The AICPA has created your core accounting and auditing li-
brary online. AICPA reSOURCE is now customizable to suit
your preferences or your firm’s needs. If you prefer to have access
to the entire library, that is also available. Get access—anytime,
anywhere—to the AICPA’s latest Professional Standards, TPAs,
Audit and Accounting Guides (more than 20), Audit Risk Alerts
(more than 15), and Accounting Trends & Techniques. To subscribe
to this essential online service for accounting professionals, go to
www.cpa2biz.com.
Continuing Professional Education
The AICPA offers a number of continuing professional educa-
tion (CPE) courses that are valuable to CPAs working in public
practice and industry. Visit www.cpa2biz.com for a complete list
of CPE courses. 
Online CPE
AICPA CPExpress (formerly InfoBytes), offered exclusively
through CPA2Biz.com, is AICPA’s flagship online learning prod-
uct. AICPA CPExpress now offers a free trial subscription to the
entire product for up to 30 days. AICPA members pay $149 ($369
for nonmembers) for a new subscription and $119 ($319 for non-
members) for the annual renewal. Divided into one- and two-
credit courses that are available 24 hours a day, seven days a week,
AICPA CPExpress offers hundreds of hours of learning in a wide
variety of topics. To register or learn more, visit www.cpa2biz.com.
Webcasts
Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA Webcasts are high-quality, two-hour
CPE programs that bring you the latest topics from the profes-
sion’s leading experts. Broadcast live, they allow you to interact
with the presenters and join in the discussion. If you cannot
make the live event, each Webcast is archived and available on
CD-ROM.
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Chief Financial Officer Quarterly Roundtable Series
The Chief Financial Officer (CFO) Roundtable Webcast Series,
brought to you each calendar quarter, covers a broad array of hot
topics that successful organizations employ and subjects that are
important to the CFO’s personal success. From financial report-
ing and budgeting and forecasting to asset management and op-
erations, the roundtable helps CFOs, treasurers, controllers, and
other financial executives excel in their demanding roles.
SEC Quarterly Update Series
The SEC Quarterly Update Webcast Series, brought to you each
calendar quarter, showcases the profession’s leading experts on
what is “hot” at the SEC. From corporate accounting reform leg-
islation and new regulatory initiatives to accounting and report-
ing requirements and corporate finance activities, these
hard-hitting sessions will keep you “plugged in” to what is impor-
tant. A must for preparers in public companies and practitioners
who have public company clients, this is the place to be when it
comes to knowing about the areas of current interest at the SEC.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac-
tivities, and find answers to your membership questions, call the
AICPA Service Operations Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
Do you have a complex technical question about GAAP, other
comprehensive bases of accounting, or other technical matters? If
so, use the AICPA’s Accounting and Auditing Technical Hotline.
AICPA staff will research your question and call you back with
the answer. You can reach the Technical Hotline at (888) 777-
7077. 
Ethics Hotline
In addition to the Technical Hotline, the AICPA also offers an
Ethics Hotline. Members of the AICPA’s Professional Ethics
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Team answer inquiries concerning independence and other be-
havioral issues related to the application of the AICPA Code of
Professional Conduct. You can reach the Ethics Hotline at (888)
777-7077.
This Audit Risk Alert replaces the general Audit Risk Alert—
2005/06.
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